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Confluence Investment Management offers various asset allocation products which are managed using
“top down,” or macro, analysis. \We publish asset allocation thoughts on a weekly basis in a special
section within our Daily Comment report, updating the piece every Friday.

December 20, 2019

(N.B. Thisis our last Asset Allocation Weekly for 2019. The next edition will be published January 10, 2020.)

Did the Fed engineer a soft landing? That is the critical question for 2020. If the Fed, through
its rate cuts last year,! has rescued the economy, it would be one of the most remarkable episodes
of deft central bank practice.

RECESSION INDICATORS AND FED FUNDS
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This chart shows fed funds along with recession indicators from the New York and Atlanta
Federal Reserve Banks. The former uses the yield curve in its forecast and the latter uses GDP.
The New York indicator gives a 12-month forward read on the economy. Since 1970, any
reading over 30 for the New York indicator has led to an eventual recession. Nevertheless, even
though its track record is impressive, we like to wait for confirmation from the Atlanta indicator
before declaring a downturn. The chart shows that risks of recession are elevated.

1 And the expansion of the balance sheet as well.
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What if recession is avoided? Because retail money market levels are elevated, we could see a
strong rally in equities.
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This chart looks at retail money market funds (RMMK) compared to the S&P 500. When
RMMK fell from 2008 into 2011, the equity index more than doubled. The high level of RMMK
may not necessarily all flow to equities, but avoiding recession (and a reduction in trade
conflicts) could lead to this liquidity finding its way into asset markets.

In conclusion, the odds of recession are elevated but we don’t see a downturn as imminent. The
FOMC has moved aggressively to cut the policy rate and is at a level we would consider neutral.
If a recession is avoided, risk assets could appreciate significantly in 2020. However, the risks of
a downturn are probably high enough to keep asset prices contained at least for the first few
months of the new year.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.
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